
SBC Provides Residential Universal 
Service While IXCs "Cherry Pick" Profits 

IXC offers target 
premium customers 

Ameritech Residential Customer SDendinq 

O/O of Total 

/ Quartile 

Quartile 4 1 SBC 

20 

$24-$36 21t% 9% 

$0-$24 Mo/o (22)% 
SBC's resulting customer base will be 

unprofitable, with no funds for investment. 



Clear IXC Strategy 
No Capital Investment 

" ... gives AT&T Consumer 
unmatched leverage to create 
offers ... w i k h t ~ i l ~  i i i i i k i n j  

' $ 1  . $ k r n l f  e - ; $ (  f ) J ! r  " :." 
Betsy Bernard, 
President, A T& T Consumer 

. .  

"We're profitable everywhere 
we sell because we limit ... 
where w e  sell based on cost.... 

t o  make it work." 
z:. i .'I ~''.p; F;fv1p 

Wayne Huyard 
COO, MCI 

"We do not expect that the 
growth of our business will 
require the levels of capital 
investment in fiber optics 

and switches that existed in 
historical telecommunications 
fa c i I it i es - based mod e Is . " 

10-Q Filing 
Z- Tel 

Hiah Marains, Low Risk 

"Our principle of maximizing 
cash requires that we only 
enter states that meet our 
gross margin requirements." 

"We are not going into 
states where we don't have a 
gross marqiii of 45% on the 
local .... 

Betsy Bernard, 
President, A T& T Consumer 
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Capital Market Reaction 

Stock Prices 

Before UBS After UBS 
Warburg Report Warburg Report 
(08/19/02) (OS/ 23/02) Percent Change 

SBC $29.87 $26.30 (12.0)0/0 

AT&T $10.76 $12.22 13.6% 

~ ~~ 

"We believe SBC has the most attractive region for UNE-P providers. 
SBC takes the hardest hit for each retail line lost to UNE-P competitors ... 
SBC has lost more retail lines to UNE-P than any other Bell, a t  3.45 
million ... [and we] expect SBC to lose 1 million retail lines to UNE-P 
in the third quarter of 2002." 

- UBS Warbura 
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. Summary 

Bill Daley 
P resid e nt 

SBC Communications Inc. 
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Reduced Service Quality 

Reduced Ability to Provide Service to all 
Customers 

No Incentive To Invest in Networks 

Eliminated Jobs 

Slower Deployment of New Services 

Increased Cost of Capital 

Weakened Equipment Suppliers 

Impacts 



Next Steps 
Current regulatory regime regarding UNE-P 

Turmoil in industry calls for quick and decisive 

As long as we have carrier of last resort 

and pricing is unsustainable 

action 

obligations, prices must be set to recover our 
costs 

There are many ways to solve this problem, but 

I 

time is extremely short. Whatever direction 
the FCC moves, it must be effective in a very 
short period of time 
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Table 1 :  Access Lines Statistics for SBC (000s) 

1001 2001 3001 4001 to02 2002 

Tola  lCCCSS 1l" l l  I La: 6: 576 6: 23: 55 53I 5 i  036 5s 2% 
9. growth 2 y ;  .3 iz; .' 0' : .. . _i , ~ 5 V r  -4 7:; 

Net Adds ~1.5 -676 -3d€ 65@ 4% -78: 

UNE-P . 372 . 7sc 2 :5$ i 433 2 7s:  :. 45: 

Net Adds 361 38: 30c 2 4  358 6% 

% of Iota1 liner 2 2'. 2 3 € 0 .  4 Pi 4 7ro 5 Pi 

i. _. 

Rettii residential lines 35 87F 35 255 M 54€ 34 518 34 129 33 168 

9 .  growth 2 6rc ~ f .  7 e c  -3 8:; ~4 3:. -4 e:, -5 ?i, 

Net Adds 23: ~i2? -3% -L2E -38: -961 

Residential UNE.P 7c 54 8s 52 162 €56 

Net Adds -6 24 - 5  5 7 c  4% 

:a Of res 1,ncr l o l l  ~2 c:. L P'. : 6: .  CE:. 1 7  9'. 5' L', 

$&!:e U35V;ro"r~ ..c Esirnaei 

\\e belie\e SBC has the most attractive region for LSE-P providers. The 3\cril:e monrhl! b i l l  fot l o c i  hervice I S  among 
ihc hi~hcst  n h i k  11s LSE-P rates are the louest. m a k n g  i t  rclalivel! cas? for compelnors to earn decent tnxgins.  This i s  
crpcciall! uuc  in rhc :\meritzch region h e r i t e c h  and Cdiforni3 3150 h3be a l ase  nuinhei of dense u rbm are% with ver! IOU 
loop ra1L's rhJi p imide  ample f e d i n p  p o u n d  for resel lcr i  

Based on our anal?sis. SBC also takes the hardest hit for each retail line lost to L \E-P rompetitor5. U'c chi inlac that the 
coinpan) lox> appro\im3iel! S10.76 in net revenue pci line pel month tor u c h  i c i a ~ l  l inc lust IO compcriioi, Thi, compares 
!I/ 517.89 tor ~ ' a i z o n .  518.29 for BrllSouth and 514 73 for Qkest In ihc Amriitcch i?:iwi. n l i c i c  the cornpan! i s  under full- 
\ i . i l i  alrsck. the compm! lows approximaisl!. 521.7.; per line pr r  month in ~ L ' I  reseniic The E B l T D  i m p x i  is also most 
> c \ c i c  31 SBC Me heIie\e thr cornpan! pmerates m e r  S I 3  5.3 in EBITD.4 per rciail iesidential line pci inonth hut l,w,.< 
iw:lll! S3 SI in ERlTD:4 p a  month on lines converted i o  wholes3lc \13 L'W-1' SHC I \  the onl! Bell io ;~nerate more than 
S I  ~10 ofneymve ERlTD.4 pri~ month on i t s  nholes3le line h3se Thus the n q 3 t l \ c  1;Hl.l Ij.4 sum: l tom le1311 IO uholesale i s  
iiioic than 51:OO pel line per inonh. also thc  lxpcsi (01 h e  Bells m h  (he  <>the] due? in Ihe - S I ?  io S l h  13nfc 111 l l ic 
.iniiuitcch reyon.  this figure IS approximatel) -519 00 f l l i n c  

Linc Losses l o  LZE-P have shifted from the business to the residential market. I n  thc secund quute i .  I 'ZE-P I d  4 Y 4 . W  
ic~ i Jcn t i a1  lines and JUSI 117.000 business lines. doun  froin 397.00(1 husiness line, iii thc  f i i s t  qualei  Mlchl; "an ~ 3 5  hit 
h:udcsl unh lS4.oOO lines converted from retail to wholrdc in the SWIS durin: ihc second quatier AT6.T. which began 
marketing in Januar! 2001 daims to have garnered 6% residential market share in \lirhican sih months. Teaas has 

, 



We expect line loss to continue lo ramp up in sgc terntor! in the second half of 2002 and thr cumpan! will low 
approximatel) 1 million CSEJJ  in the third quarter. He belie\e that roughly h3]f oi the line Ios\ i n  the 
second quarter occurred in the of lune. Considering the sleep p o u i h  uithin the second quarter and AT&T's enu! i n w  
the Ohio and Illinois markers in the cdiiornia m u k t  in earl! .-\ugust. our numkrs could prme conser\ati\c 
with another 1 2 million LyE.p line p r o J e c r ~  for the fourth quarter. ue  now expect residcntlal line loss of I) I r~ and 1 1  05 in  
the thud and founh quarter. resFrlve~v.  mis su_cgests th3r b) )e31 end. 105 of iota1 s m c k d  X Z C , ~  Imc\  nil1 i\r L Z E ~  
P Again. u'e note that OUI analysls that uholes3ls lines p n a l s  nepau\s EB1TD.A on a \selyhtd 3 \ m y  hasis lti 
2003. we crpui  the company to lose 3 41 

hluch depends on the compan!'s ability to secwe lone distance approval in California in the near term. which should 
dampen I but h! no means eliminate) line loss helping io offset much of the revenue loss. s u n i l x  to h e  results in 2- I - 
appro\,ed Southwestern Bell states. The AdminisK~ti\e Lam Judge I A U I  in California has apprmed the conipan!'s 
3pplicauon and the full public uulity commission to 1s expected to \'ole on Sepiember 1qm. a short deb! froill the rccentl! 
proposal date of Aueust 22"'. A positive outcome tor the Bell could enable SBC to besin marketing iniaL.4T.A senices in 
California in late December. Ameriiech is a different SIOT) howe\er. as we do no! expeci the compann) to rwci\e 3ppro\d for 
long distance in these states until t h e  second hall of 2003 

Estimates and valuation 
Based on chanses to our model resulting from this an3lysis. we are reducing our 2003 EPS estimate to 52.25 fiom our pre~ious 
estimate of 52.36. uhile maintaining our 2002 EPS estunate at 52 .3  I .  This uansI~tes to a 1.3% decline in EPS in 2003 versus 
our pre\ious estimate for 2.1% gromh. I t  compares unfa\orabl! uith the I .8% EPS decline we continue to expeit for 2002.  
We no\\ expect torn1 proportionate revenues to decline b! I .3% in 200.; follouiny h e  -3.95 decline in 2001 Our pre\ious 
estimate was suggesting a 1.1% grourh in revenues We nou e\peit EBITD.4 to dedine b! 1.9% versus our previous 
assumpuon for a 0 5% grouzh in 2003. 

SRC i s  cunentl! tradinf at rough]) 1 3 . 3 ~  our neuzstimates for 2007 Gnen thai uc do noi expect the coinpan! to generate 
enough grourh to reach i t s  2001 EPS of 52.35 uniil 2606. we k I i e \ e  i t  uill k difficult for the compu! to o t i tp form the 
m a k t  ai these lc\els In calculating OUI new 12-month price target of Si0 per share. we ionducled 3 discounted cash flou 
analysis empio!in_r a 1 5  discount rate. a terminal \ d u e  that 3ssumes 2 5 %  perpetuii! grouih and 3 20% pri\ate market 
discount 

lines 

~ ~ n e s .  up from -3.25 million for dI of 2002 
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Global rating definitions and allocation 

o , ~  of companies under 'E for which IB sewices 
Rating Definition coverage with this rating have been PrOviOeC 

12c: jz:: Strong BUY Greater than 20:~ excess return potential: nigh aegree of conlioence 
30'; 38'c BUY Positive excess return potential 
3:c; 2 F <  Hold Low excess return potential: low degree of confidence 

3': 2 2 c c  Reduce Negative excess return potenbal 

1CC ll'r Sell 

Fxcess return: Target price, current price - i - gross dividend yield - 12-montn interest rate. The 12. month interest rale used IS tnat Of the 
companys country of incorporation. in the same currency as the predicted return. 
*Investment banking services include. but are not restricted to. acting as managerlco-manager in the underwriting or placement of SecuritieS 
(within the past three years). acting as financial advisor, and'or providing corporate finance or capital-markets.related Services to a Company 
or one of its affiliates or subsidianes (within the past 12 months). 

Greater than 205; negatlve excess return potential: high degree of 
confidence 

Source: UBS AG. its subsidiaries and affiliates: as of 30 June 2002. 
2. UBS AG, its affiliates or subsidiaries has acted as managerlco-manager in the underwriting or placement of securihes of this company or 
one of its affiliates wahin the past three years. 
37. Within the past 12 months, UBS AG. its affiliates or subsidiaries has received compensation for investment banking services from this 
company 
60 UBS AG. its affiliales or subsidiaries expect to receive or intend to seek cornpensation for investment banking services from this 
company Whin the next three months 
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0 Downgrading BellSouth, SBC and Verizon to Hold from Buy 
- Analysis of  UNE-P economics suggests pressure on profitability for the Bells 

- We now expect earnings t o  decline 1.8% vs. prev. expectation for 2.6% growth 
(Street estimates are for 2-5% growth ). 

- We expect long-term FCF growth of 2-3% vs prev. expectation for 3-4% growth 
1' 

# 
Q Lowering Price Targets 

- New price targets based on our reduced FCF estimates in our DCF analyses: 

- BellSouth: 826 (previously $28); 

- SBC: 830 (previously $36); 

- Verizon: 834 (previously $50) 

+ We Expect Market Performance Over the'Next 12 Months 
- Attractive dividend yields should limit downside 

John Hodulik, CFA 
(212) 71 3-4226, john.hoduIik@ubsw.com 
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2002 2003 %growth 
Old New $change %Change Old New $change %Change Old New 

Wireline Revenue 18 421 18 312 109 -0 6% 18731 17993 -738 -3 9% 1 7% -1 7% 

Total Revenue 

EElTDA 

Net Income 

EPS 

29,009 28,900 -109 -0 4% 29,582 28,842 ~740  -2 5% 2 0 %  -0 2% 
12,831 12,784 -53 -0 4% 13,120 12,761 -359 -2 1x 2 2% -0 2% 

4,035 3,924 -111 -2 7% 4,217 3.836 -380 -9 ox 4 5% -2 2% 
.. . $2  14 $209 ($005) -2 3% $2 18 $202) (SO 16) - 7 %  \ -19% 

. _ .  ..  
J 

2002 2003 % growth 
Old New $change %Change Old New $change %Change Old New 

Wireliiie Revenue 3A,768 38 fin1 -167 -0 4 %  38,884 37.482 ~1,402 ~3 6% 0 3% ~? 9"l" 
Total Revenue 52 377 52,705 -167 ~0 3% 52,931 51 535 -1.402 2 6% 1 1 "I" 1 3% 
EBITDA ? 1  3 7 1  71 :157 ~20 ~0 1"h 21,419 20.958 -521 -2 4% 0 5"lo ~1 9% 

Net Ihco1w 7,728 7 115 -13 -0 2% 7,811 7.462 -349 4 5% 1 1 "I" - 3  3% 
EPS 

~ 

2002 2003 % growth 
Old New $change %Change Old New $change %Change Old New 

Wlrehe &venue 40 912 40 897 15 0 0% 39 655 39 136 519 1 3% 3 1% 4 3% 

Total Revenue 

EBllDA 

Ne1 Income 

EPS 

66 737 66722 

29,049 28,772 

8,332 8.150 

$305 $298 

-15 0 0"h 67.092 66,575 -518 -0 a x  0 5% -0 2% 

~ 2 7 1  -1 0% 28,836 28.160 -676 -2 30% -n -2  1"h 

-182 -2 2% 8,587 8 130 -457 -5 3% 3 1 "I" 0 2% 
($0 01) -2  2% $ 3  12 ! $296) ($0 16) -5 1"h ( 2 : I X  0 7% 

1 
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UNE-1) Ikoiioii i  ics: C; l oss i i i y  

8 Unbundled Network Elements (UNE) 
- The individual parts of the local telephone network (7 elements including: local 

loop, switches, transport and OSS) that ILECs are required to "unbundle" and 
lease ou t  to CLECs. Competitors can lease out one or al l  of the available UNEs to 
prpvide service. 

I '  

C Unbundled Network Element-Platform (UNE-P) 
- Use of ALL the UNEs to  provide service, requiring minimal capital outlays or asset 

deployment. 

e Retail Lines 
- Access lines sold directly t o  the end user f rom the ILEC. 

';. Wholesale Lines 
- Access lines sold to  competitors (AT&T and MCI), which resell the lines to end 

users. 

John Hodulik, CFA 
(212) 71 3-4226. john.hodulik@ubrw rom 
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UNT'?-P Ecoiioniics: Wlial's iiic Big l)cal? 

8 UNE-P Competition Has Intensified in Recent Months ... . . . .  

- MCl's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states [24M residential lines]; plans to enter NJ 
(4.5M residential lines] in Sept 2002) 

- Other operators * 
- Sprint i s  considering this strategy'; others include Z-Tel, Talk America, and 

SupraTelecom (which added 12OK UNE-P lines in FL in 2Q02) 

Due to More Favorable Economics of UNE-P for Competitors 
~ Public Utility Commissions continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

* .  Second Quarter Results Revealed the Bells' Exposure 

. .  ' i  

; - SBC: 692K added vs. 358K in 1Q02; 

- Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q 
I 

- 

- 

BellSouth: 278K added, vs 239K in 1Q02; 

Verizon: 110K added vs. 64K in 1Q02 

John Hodulik, CFA 
(212) 71 3-4226, john.hodulikC3ubrw.com c& I I I \Yi l t * i  )I I I*? 
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+ Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of 

US residential lines) 

- SBC's Ameritech region is the most attractive for UNE-P competitors 

+ UNE-P Line Growth Will Be Greater than the Market Expects 
J 

- UNE-P lines can be profitable in 33 states, suggesting further entry (82% 
of US residential access lines) 

- AT&T presents the most significant threat. 

- 

- 

I t s  40% share of the consumer LO market presents an immediate target 

AT&T sees opportunities in 14-17 states, but announced entry in 8 states. 

- The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration). 

2000a 2001a 2002e 2003e 2004e 2005e 
UNE-P Lines 2,923 5,652 11,152 18,146 22,367 25,136 
UNE-P Penetration 1.7% 3.4% 7 2% 12.2% 15.2% 17 3% 

John Hodulik, CFA 
(212) 713~4226, john hodulik@uhSw torn ~ 
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+ Long Distance Opportunity is Only a Partial Offset 
- Bells only need t o  add 1.3 long distance customers for each UNE-P line added to 

breakeven a t  revenue line 

- However, the Bells need to add 5.4 long distance customers for each UNE-P line 
added t o  breakeven at EBlTDA line 

UUE-P IS AN EBITDA STORY, NOT 4 REVENUE STORY 

LD subs 
UNE-P subs 

LD subs I UNE.P subs 

- 2OOZe - 2003e 
19,905 34,524 4 1,460 45.223 
11,152 18.146 22,367 25,136 

1.0 1.9 1.9 1 .a 

0 We Do Not Expect Near-Term Regulatory Relief 

John Hodulik. CFA 
(212) 7 1  3-4226. john.hoduIik@ubsw.com 
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+ Anticipate that EPS Will Decline in 2003 for the Bells 

- EPS highly sensitive t o  growth in UNE-P 
I 

I 
Revenue lost EEITOA lost EPS Impact assuming local line loss of Free Cash Row Impact 
per line I mo per line I mo 1M 2M 3M 5M 1M 2M 3M 5M 

$020 $137 $274 $411 $685 

14 73 11 98 0 05 0.09 0 14  0 24 96 193 289 481 

-- We estimate that  8M lines lost translates into $16 OpFCF loss 

!.. , 

i '* Poor Economics of UNE-P + Higher UNE-P Line Loss 
= Lower Profit and EPS for the Bells 

John Hodulik, CFA 
(212) 713-4226, john.hodulik@uhsw corn 
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1) Calculate Revenue Impact Per Line Lost 

2) Estimate Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 

3) Calculate Wholesale EBITDA Contribution 

4) Estimate Future Line Loss in Each State 

John Hodulik, CFA 
(212) 71 3-4226. john.hodullk@ubrw rum 
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1) Calculated Revenue Impact Per Line Lost 

i Local service revenue = t Basic local 

c 

UNE-P revenue = 

Difference = 

r 

Source U 

+ Verbcd Features 

+ AccessllnlralATA loll Retail Revenue 
I 

+ SLC i' 
1 

+ LNP, 911 and other surcharges ! 

+Loop I 
I 

rLocal switchina (fixed 8 variable) I 
- I  

.,' I Wholesale Revenue 

I 
4 Tandem swtching 

+Trnsport 

Total revenue losl ___ 

rn ornpany repoi 

John Hodulik, CFA 
(212) 713-4226, john.hodulik@ubrw torn 
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z1 Revenue Lost Per UNE-P Line 

- Arkansas (SBC) - $35 

- Average retail rate (including vertical services and subscriber line 
charges) i s  $51; Average UNE-P rate i s  $16 

Ar kana (Qwest) - $5 

Average retail rate i s  $33; Average UNE-P rate i s  $28 - 
18 slates surpass b e  f 6 are in SBC region 5 in VZ 

{werag? revennue iosi is $18 57 per line 

4 in BLS, 3 in Q 

-.,I 

John Hodulik. CFA 
( 2  12) 7 1 3-4226. john.tiodulik@u brw.com 
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